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	12
	1.6.2
	IMF member countries
	At present there are 188 member countries of IMF.
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	4.5
	BASEL - III


	In 1988 the Bank for International Settlements (BIS) published its first set of global capital requirements for banks, the Basel I Accord. These guidelines were simple and straightforward, a uniform and fixed capital requirement of 8% for most credit facilities granted by banks, while a lower requirement applied to a selection of asset classes. Additional regulation for market risk was subsequently issued in 1996.

Due to the fact that Basel I could not accommodate the evolution of bank risk, a new accord named Basel II was published in June 2006 and became effective in the European Union (EU) in January 2008. The aim of Basel II was to apply risk-sensitive capital requirements. In general, the higher the risk of a bank’s business, the higher the capital requirements for the bank and the higher the pricing, while the reverse also applies.

The 2008 financial crisis highlighted several shortcomings of Basel II. Basel III, in essence, focuses on correcting earlier mistakes and adding requirements for the composition and quality of the capital held at banks, the liquidity position and the leverage.

The rather unique combination of the recently-implemented Basel II and an unprecedented adverse economic situation from 2007-08 onwards had already resulted in higher risk profiles of clients and facilities. Limitations in models and historical data, as well as a gradual inclusion of the economic downturn in the underlying data, pushed up the risk profiles of banks and their credit facilities. Moreover, many banks were downgraded due to the economic situation, implying a double impact. On top of this Basel III has several implications, which will impact the post-crash situation:

1. A tighter definition of 'real loss absorbing' capital.

2. Higher capital requirements.

3. Restrictions on leverage.

4. Stricter liquidity requirements

It requires the composition of capital to become more robust by means of stricter requirements for 'real loss absorbing' Tier 1 and 2 capital. Capital instruments that do not meet these criteria, such as several types of mezzanine capital and Tier 3 capital, will be gradually phased out for the calculation of regulatory capital. Next to this, deductions from capital will apply for certain unconsolidated investments in financial institutions (FIs), mortgage servicing rights and certain deferred taxes.

Minimum capital requirements for banks will increase, from the current 8% to at least 10.50% and even up to 13% in case of adverse economic circumstances. 

Under Basel III, non-eligible capital components should either be replaced by Tier 1 or Tier 2 capital, or the bank will have to reduce its risk-weighted assets (RWA). Additionally, banks will need more capital to cover the same risks (apart from any change in risk profiles). This combination will put pressure on the banks' target for risk-adjusted return on risk-adjusted capital (RARORAC) and the anticipated dividends. In other words, banks will need to meet the same dividend targets for a similar, or even restricted, product portfolio that faces significantly higher capital requirements.

Restrictions on leverage apply by means of a maximum leverage ratio of 3% (of Tier 1 capital). This leverage ratio applies to on-balance-sheet as well as off-balance-sheet items.

Following a period of abundant liquidity in the market, the financial and economic crisis that developed in 2007-08 underlined that FIs are extremely vulnerable to unexpected and major withdrawals of funds. Basel III addresses this with a revised Liquidity Coverage Ratio (LCR) as well as a Net Stable Funding Ratio (NSFR). Both the liquidity ratios and the additional Pillar 2 requirements of Basel III imply a stricter adherence to an overarching principle of (approximately) matched funding (tenors for credit facilities, cash flows in the case of derivatives, while it applies to foreign exchange (FX) positions as well). However, it is a mismatch that often generates attractive bank profits, but can also put a bank at risk. The liquidity requirements are applicable in combination with the aforementioned capital requirements and leverage ratio.

The new capital requirements are to be implemented gradually, starting in 2013 and scheduled to be fully implemented by January 2019. This long transition period underlines the need for further fine-tuning. In any case, the intake of Basel III makes clear that banks generally will need to meet stricter and higher capital requirements.

By and large, banks will need to look for higher revenues and/or off-loading assets. It depends on the situation on the global financial markets, as well as the strength and profitability of each bank, as to what extent banks will be able to get Basel III capital to appropriate levels. 

RBI has accepted the guidelines under Basel III. In India, the current capital adequacy ratio was higher at 9%, as against the stipulated requirement of 8%, in the initial stage as per Basel III. In order to ensure smooth migration to Basel III without aggravating any near term stress, the phasing out of non-Basel III compliant regulatory capital instruments began from January 1, 2013. Capital ratios and deductions from Common Equity will be fully phased-in and implemented as on March 31, 2019. The phase-in arrangements for banks operating in India are indicated in the following Table: 

Transitional Arrangements-Scheduled Commercial Banks 
Minimum capital ratios 
Apr 01, 2015
Mar 31, 
2014 
Mar 31, 
2015 
Mar 31, 
2016 
Mar 31, 
2017 
Mar 31, 2018 
Mar 31, 2019 
Minimum Common Equity Tier 1 (CET1) 

4.5 

5 

5.5 

5.5 

5.5 

5.5 

5.5 

Capital conservation buffer (CCB) 

- 

- 

- 

0.625 

1.25 

1.875 

2.5 

Minimum CET1+ CCB 

4.5 

5 

5.5 

6.125 

6.75 

7.375 

8 

Minimum Tier 1 capital 

6 

6.5 

7 

7 

7 

7 

7 

Minimum Total Capital* 

9 

9 

9 

9 

9 

9 

9 

Minimum Total Capital +CCB 

9 

9 

9 

9.625 

10.25 

10.875 

11.5 

The readers may refer to the RBI Master Circular on ‘Basel III Capital Regulations’ dated 01.07.2014 for the detailed guidelines and the risk weight of assets. 
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	4.5
	Capital Charge for Market Risk
	 The readers may refer to ‘Master Circular – Basel III Capital Regulations’ dated 01.07.2014 for revised guidelines.
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	5.3.3
	RBI  Guidelines
	‘Out of Order’ Accounts:

An account should be treated as 'out of order' if the outstanding balance remains continuously in excess of the sanctioned limit/drawing power. In cases where the outstanding balance in the principal operating account is less than the sanctioned limit/drawing power, but there are no credits continuously for 90 days as on the date of Balance Sheet or credits are not enough to cover the interest debited during the same period, these accounts should be treated as 'out of order'.
‘Overdue’ Accounts:

Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the due date fixed by the bank.

A non performing asset (NPA) is a loan or an advance where;

i. interest and/ or instalment of principal remain overdue for a period of more than 90 days in respect of a term loan,

ii. the account remains ‘out of order’ for a period of more than 90 days, in respect of an Overdraft/Cash Credit (OD/CC),

iii. the bill remains overdue for a period of more than 90 days in the case of bills purchased and discounted,

iv. the instalment of principal or interest thereon remains overdue for two crop seasons for short duration crops,

v. the instalment of principal or interest thereon remains overdue for one crop season for long duration crops,

vi. the amount of liquidity facility remains outstanding for more than 90 days, in respect of a securitisation transaction undertaken in terms of guidelines on securitisation dated February 1, 2006.

vii. in respect of derivative transactions, the overdue receivables representing positive mark-to-market value of a derivative contract, if these remain unpaid for a period of 90 days from the specified due date for payment.

viii. In case of interest payments, banks should, classify an account as NPA only if the interest due and charged during any quarter is not serviced fully within 90 days from the end of the quarter.
In addition, an account may also be classified as NPA, in the following cases:
i. Drawing power is required to be arrived at based on the stock statement which is current. However, considering the difficulties of large borrowers, stock statements relied upon by the banks for determining drawing power should not be older than three months. The outstanding in the account based on drawing power calculated from stock statements older than three months, would be deemed as irregular. 
ii. Regular and ad hoc credit limits need to be reviewed/ regularised not later than three months from the due date/date of ad hoc sanction.


	82
	5.3.4
	Interest Application
	On an account turning NPA, banks should reverse the interest already charged and not collected by debiting Profit and Loss account, and stop further application of interest. However, banks may continue to record such accrued interest in a Memorandum account in their books. For the purpose of computing Gross Advances, interest recorded in the Memorandum account should not be taken into account


	82
	5.4.2
	Substandard Assets
	With effect from March 31, 2005, a substandard asset would be one, which has remained NPA for a period less than or equal to 12 months. Such an asset will have well defined credit weaknesses that jeopardise the liquidation of the debt and are characterised by the distinct possibility that the banks will sustain some loss, if deficiencies are not corrected.


	82
	5.4.3
	Doubtful Asset
	With effect from March 31, 2005, an asset would be classified as doubtful if it has remained in the substandard category for a period of 12 months. A loan classified as doubtful has all the weaknesses inherent in assets that were classified as substandard, with the added characteristic that the weaknesses make collection or liquidation in full, – on the basis of currently known facts, conditions and values – highly questionable and improbable.
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	5.5.2
	Provisioning for Doubtful Assets
	The Provisioning requirements for Doubtful Assets are as under: 
i. 100 percent of the extent to which the advance is not covered by the realisable value of the security to which the bank has a valid recourse and the realisable value is estimated on a realistic basis.

ii. With regard to the secured portion, provision may be made on the following basis, at the rates ranging from 25 percent to 100 percent of the secured portion depending upon the period for which the asset has remained doubtful:

Period for which the advance has

remained in ‘doubtful’ category                             Provision requirement (%)
Up to one year                                                                   25

One to three years                                                             40

More than three years                                                     100

Note: Valuation of Security for provisioning purposes :
With a view to bringing down divergence arising out of difference in assessment of the value of security, in cases of NPAs with balance of Rs. 5 crore and above stock audit at annual intervals by external agencies appointed as per the guidelines approved by the Board would be mandatory in order to enhance the reliability on stock valuation. Collaterals such as immovable properties charged in favour of the bank should be got valued once in three years by valuers appointed as per the guidelines approved by the Board of Directors.
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	5.5.3
	Provisioning for Substandard  Assets
	The Provisioning requirements for Substandard  Assets are as under:

(i) A general provision of 15 percent on total outstanding should be made without making any allowance for ECGC guarantee cover and securities available. 
(ii) The ‘unsecured exposures’ which are identified as ‘substandard’ would attract additional provision of 10 per cent, i.e., a total of 25 per cent on the outstanding balance. However, in view of certain safeguards such as escrow accounts available in respect of infrastructure lending, infrastructure loan accounts which are classified as sub-standard will attract a provisioning of 20 per cent instead of the aforesaid prescription of 25 per cent.


	85
	5.5.4
	Provisioning for Standard  Assets
	The provisioning requirements for all types of standard assets stands as below. Banks should make general provision for standard assets at the following rates for the funded outstanding on global loan portfolio basis:
 (a) direct advances to agricultural and Small and Micro Enterprises (SMEs) sectors at 0.25 per cent;

(b) advances to Commercial Real Estate (CRE) Sector at 1.00 per cent; 

(c) advances to Commercial Real Estate – Residential Housing Sector (CRE - RH) at 0.75 per cent;

(d) housing loans at teaser rates i.e. at comparatively lower rates of interest in the first few years, after which rates are reset at higher rates the standard asset provisioning on the outstanding amount of such loans has been increased from 0.40 per cent to 2.00 per cent in view of the higher risk associated with them. The provisioning on these assets would revert to 0.40 per cent after 1 year from the date on which the rates are reset at higher rates, if the accounts remain ‘standard’.
(e) higher provisioning is required for restructured advances as per para 12.4 of the Master Circular - Prudential norms on Income Recognition, Asset Classification and Provisioning pertaining to Advances dated 01.07.2014.
(f) all other loans and advances not included in (a) (b) and (c) above at 0.40 per cent.
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	5.6
	Recognition of Income
	The guidelines for recognition of income are as under:

i. The policy of income recognition has to be objective and based on the record of recovery. Internationally income from non-performing assets (NPA) is not recognised on accrual basis but is booked as income only when it is actually received. Therefore, the banks should not charge and take to income account interest on any NPA. This will apply to Government guaranteed accounts also.

ii. However, interest on advances against Term Deposits, National Savings Certificates (NSCs), Indira Vikas Patras (IVPs), Kisan Vikas Patras (KVPs) and Life policies may be taken to income account on the due date, provided adequate margin is available in the accounts.

iii. Fees and commissions earned by the banks as a result of renegotiations or rescheduling of outstanding debts should be recognised on an accrual basis over the period of time covered by the renegotiated or rescheduled extension of credit.
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	5.7.1
	Agriculture Advances
	A loan granted for short duration crops will be treated as NPA, if the instalment of principal or interest thereon remains overdue for two crop seasons. A loan granted for long duration crops will be treated as NPA, if the instalment of principal or interest thereon remains overdue for one crop season. For the purpose of these guidelines, “long duration” crops would be crops with crop season longer than one year and crops, which are not “long duration” crops, would be treated as “short duration” crops. The crop season for each crop, which means the period up to harvesting of the crops raised, would be as determined by the State Level Bankers’ Committee in each State. Depending upon the duration of crops raised by an agriculturist, the above NPA norms would also be made applicable to agricultural term loans availed of by him.
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	5.7.3
	Loan against readily encashable securities
	Advances against term deposits, NSCs eligible for surrender, IVPs, KVPs and life policies need not be treated as NPAs, provided adequate margin is available in the accounts. Advances against gold ornaments, government securities and all other securities are not covered by this exemption.
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	5.7.2
	Project Financing
	For all projects financed by the FIs/ banks after May 28, 2002, the ‘Date of Completion’ and the ‘Date of Commencement of Commercial Operations’ (DCCO), of the project should be clearly spelt out at the time of financial closure of the project A project loan will be classified as NPA, if it fails to comply with the provisions as per para 4.2.15 of the Master Circular - Prudential norms on Income Recognition, Asset Classification and Provisioning pertaining to Advances dated 01.07.2014.
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	14.3.1
	Financial Crisis 2008
	Between 1997 and 2006, the price of the typical American house increased substantially. During the two decades ending in 2001, the national median home price ranged from 2.9 to 3.1 times median household income. This ratio rose to 4.0 in 2004, and 4.6 in 2006. This housing bubble resulted in quite a few home-owners refinancing their homes at lower interest rates, or financing consumer spending by taking out second mortgages secured by the price appreciation. The term sub-prime refers to the credit quality of particular borrowers, who have weakened credit histories and a greater risk of loan default than prime borrowers. The value of U.S. subprime mortgages was estimated at $1.3 trillion as of March 2007, with over 7.5 million first-lien subprime mortgages outstanding. In addition to easy credit conditions, competitive pressures and some government regulations contributed to an increase in the amount of subprime lending during the years preceding the crisis. Major U.S. investment banks and, to a lesser extent, government-sponsored enterprises like Fannie Mae and Freddie Mac played an important role in the expansion of higher-risk lending. The April 2004 decision by the U.S. Securities and Exchange Commission (SEC) to relax the net capital rule, also encouraged the largest five investment banks to increase their financial leverage and aggressively expand their issuance of mortgage-backed securities, under securitization. In addition to considering higher-risk borrowers, lenders offered increasingly risky loan options and borrowing incentives. Mortgage underwriting standards declined gradually during the boom period, particularly from 2004 to 2007.
Easy credit, and a belief that house prices would continue to appreciate, had encouraged many subprime borrowers to obtain adjustable-rate mortgages. These mortgages enticed borrowers with a below market interest rate for some predetermined period, followed by market interest rates for the remainder of the mortgage's term. Borrowers, who could not make the higher payments once the initial grace period ended, would try to refinance their mortgages. Refinancing became more difficult, once house prices began to decline. Borrowers who found themselves unable to escape higher monthly payments by refinancing began to default. During 2007, lenders had begun foreclosure proceedings on nearly 1.3 million properties, a 79% increase over 2006. This increased to 2.3 million in 2008, an 81% increase vs. 2007. As of August 2008, 9.2% of all mortgages outstanding were either delinquent or in foreclosure. By September 2008, average U.S. housing prices declined by over 20% from their mid-2006 peak.
American homeowners, consumers, and corporations owed roughly $25 trillion during 2008. American banks retained about $8 trillion of that total directly as traditional mortgage loans. Bondholders and other traditional lenders provided another $7 trillion. The remaining $10 trillion came from the securitization markets. The securitization markets started to close down in the spring of 2007 and nearly shut-down in the fall of 2008. More than a third of the private credit markets thus became unavailable as a source of funds. From February, 2008, the securitization markets remained effectively shut, with the exception of conforming mortgages, which could be sold to Fannie Mae and Freddie Mac.

The fall in asset prices (such as subprime mortgage backed securities) caused the equivalent of a bank run on the U.S. shadow banking system, which includes investment banks and other non-depository financial entities. Default or credit risk was passed from mortgage originators to investors using various types of financial innovation. This became known as the "originate to distribute" model, as opposed to the traditional model where the bank originating the mortgage retained the credit risk. In effect, the mortgage originators were left with nothing which was at risk, giving rise to moral hazard in which behavior and consequence were separated.

This caused the Investment Banks to suffer heavily. It threatened total collapse of large financial institutions. A large Investment Bank, Lehman Brothers, could not survive the onslaught and declared bankruptcy on 15th September, 2008. There was a cascading effect on the financial market and many financial institutions went into liquidation/merger. Bailout of banks by national governments/ Central Banks prevented collapse of many more, but stock markets dropped worldwide. 

The analysts attributed the reasons for the turmoil to: 

· Mortgage regulation was too lax and in some cases non-existent; 
· Capital requirements for banks were too low; 
· Trading in derivatives such as credit default swaps posed giant, unseen risks; 
· Credit ratings on structured securities such as collateralized-debt obligations were deeply flawed; 
· Bankers were moved to take on risk by excessive pay packages; 
· The government’s response to the crash also created, or exacerbated, moral hazard, markets expected that big banks won’t be allowed to fail, weakening the incentives of investors to discipline big banks and keep them from piling up too many risky assets again.
The effect of the crisis reflected in the stringent regulations under Basel III.



